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FINANCING OPTIONS FOR A LOCAL CONSERVATION AND SOLAR RETROFIT PROGRAM
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ASSTRACT

Financing should be a key consideration in
any locsl effort to promote the adoption of
conser -ation and solar technelogies--econo-
mic incentives and appropraate financing
wechanisme are needed to ~vercome the
misieading appeal cf <conventional energy
supplies to consumers. A local finarcing
effort should also address com.unity reeds
that may nct be adequately met through
federal or state incentives. Thie paper
vill evsluate several public financing
cppreach+s and provide a brief asssessment
of their attractiveness on the basis .f
costa/benefits, political accep*abilily, ane
sdministrative 2fficiency. The financing
approaches considered have particular
relevance to l-& unit owner occupied c.ell-
ings but way potentially ve use/ for other
sectors as weli. An effective program will
attempt to involve private entities, 80 as
to leverage scarce resources and f¢ [r10w.5te
broader community eupport. The rcles of
banks and Savings and Loans Asscclations,
consumer cooperations and utilities will be
considered as a weans of expanding the scope
of a locsl financing program for energy
efficient technologies 1in the concluding
portior of the paper.

1. INTRODUCTION

A local conservation and eolar retrofat
prograr gasimad at encouraging large scale
public sdoption of these energy efficient
technologies will necessarily include a
financing setraregy as a key element. E:ono-
mic incentivrs and financing wmechanicome are
needed to overcome the misleading attraction
of conventional energy esupplies which are
priced on an asverage rather than marginal
cost basis. A local financing effort should
alsc attempt to meet community nesds that
are not being addressed by incentives
established et the federsl cr etrte lavel.
These neede may relate to a particular
technology which ia appropriste 110 the
community (passive) or to the needs of a
purticulsr eegment of the population (low
and woderate income households, renters).

Efforts stould alec be undertaker to i1nvclve
existing private sector organizations in the
local financing effcrt in view of the cur-
rent political environment. Lending insti~
tutions, utilicies and consumer cocperatives
represent severa of the comunity financing
resources whick wmight feasib!y be accessed
to expand the scope and potentia. cifective-
ness of a local progra=. A coordinated
local etrategy :nvolving both public and
private sector capital provides an effective
means of wmatching appropriate financing
scurces to the unique economic needs of
community resicents ana businesses. In the
long run, this approach can work to produce
a larger reduction in cosmunity energy .isage
for the emount of capital invested.

The following eection discusses econom.cC
approaches which can aud have been used by
localities to encourage the adeption of
energy efficient technologires. Analyeis
then shifts to an examination of the poten-
tial roles for private cred-t asources ir a
local retrofit program.

2. PUBLIC FINANCING APPROACHES

2.1 Property Tax Incentives

Under appropriate state enabling legisle-
taon, localities may use the [roperty tax
syster to encourage the adoption of energy
e’ficrent technologies. The exemptior ot
solar esystems (mainly active) has Dbeen
nrovided for in most states. The economic
sttraction of the eystem 1e wmarginally
improved us life cycle costs are reduced
slaghtly. The exemption does not provide a
real economic incentive for the adoption of
solar technolopies aa 1t does nct affect the
init‘al cost and on.y siightly {mproves the
payback period. The property tax credit can
be ar effective incentive to spur the adop-
tion of solar systems (active or passive)
as it directly addresses the previously
weanrionead concerns. The credit's appeal
lies in its fairly direct econowic ampact
nn property owners, potertial for flexible
adminjetraticn znd potential targeting st
segerte of the populatior that esre 1n
particular need of assistance.



"The problems associsted with using credits

are fairly obvious. Conservation actions
would generally not be considered for the
credit as they are not considered in proper-
ty valuation decisions at this time. The
creditr will tead to favor property owners
over renters and higher income households
(brsinesses) over thosc that are less well
off. Equity considerations may arise in the
cownunity as taxpayers are in effect being
asked to subsidize the actions of a few.
Administrative problems way arise for
assessor's offices that are unfamiliar with
solar technologies in terms of evaluating
the effectiveness of wvarious systems.
Finally, wany locul government officials
will be reluctent to extend tax advantages
to individuale or businesses in a time when
budgets are stretched to the licit. These
latter two considerations may potentially
be addressed by limiting the dollar amount
of credits that can be taken in one year and
simplifying application and certification
procedures.

The property tax crwdit offers localities a
potentially powerful tool to promote the
=doption of solar technologies. Its wuse
must be considered in terms of current
federal and state incentives, state authori~
ty over local governmenis and the rolitical
and financial attributes of the community
itself., [(Reference programs: HARFORD and
ANARUNDEL COUNTIES, MARYULAND, SOUTH DAKOTA,
KANSAS (20 longer in effect))

monies must be oriented toward the needs of
lov and wmoderate income households while
UDAG funds wmay be used on a somevhat wider
basis. Innovative financing technigques have
been developed using these funds in support
of housing rehabilitation programs. These
spprotches have obvious relevance to an
energy retrofit program in many instances.

2.2b. Pinancial Assistance to Low Income
Households -
Crants utilizing covaunity development

wonies may be used to asssist lover income
households that cannot qualify for credit
from conventional sources and who would have
difficulty repaying a low cost loan extended
by the local government. A deferred payment
loan (DPL) should be considered as an
alternative to the outright grant in all
casesl, The DPL is secured by a lien on
the property and the loan amount is recover-
ed when the property is sold, vacated, u:
othervise disposed of by the borrower. This
enahles the ‘local program to vegain its
inveatment and finance energy improvementa
for additional households. The DPL ehould
also be considered when the local program
provides partial grants to reduce the cost
of conventionai financing for moderace
income households., Pacific Power and Elec-
tric employs the DPL concept in its zero
interest  weatheriszation loan  program.
[Reference programe (grants): DOE WEATHERI-
ZATION ASSISTANCE PROGRAM]

2,2 Pinancing the Neede of Lcw and Moderate
Income Households

The federal government and many states
provide tax credits (or deducticne) to
households (businesses) that install energy
efficient technologies. These incentives
do not addrass the needs of many low and
moderatz income households tha® have zero
or minimal tax lisbilities. The Bolar and
Conservation Bank was designed, in part, to
meet thesas needs through the extension of
flaxible, low cost fiuancing. The unceriain
statua of the bunk ue of this writing sug-
gestes that localities begin to coweider
programs which meet the needn of thess
householde., The moot effective finaacing
nechanisms will be tliose which enablz the
borrover to repay the loan through energy
savings. Local govermmcnts can address the
needs of lov and moderate income housaholde

through the {nnovative use I cowmunity
development funde and local bonding
capacity.

2.2a. Cowmunity Devel>rpment Funds

FPederal funds provided under the Community
Davelopment Block Grant (CLBG) and Urban
Development Action Grant (UDAG) programas may
be used to wmake grants or loans for energy
conservation and or wolar measures. CDM

Direct Losn Programs have been used exten-
sively at the local level to finance housing
rehabilitation objectives. The attraction
of & locally opersted loan program relates
to: (1) the ease of implementation; (2)
program control over funds; (3) real or
imagined pearceptions of program staff as to

uavillingnese of local financial institu-
tions to participate in a leversging
program; (4) effectiveness in addressing

the needs of households that cannot qualify
lor conventional credit; (5) the ability
to provide an ongoing financing commitment
for energy efticient technologies?. Many
loan programs tie the interest rate and
terms extended on the loan to the income of
the applicant. A eliding scale of differiig
rates and %erme is oftan employed to sensi-
tively address the economic needs of borrow
ero and to assure the most efficient ues of
public funda. GCrante may also be uerd with
a loan approach to reduce the amount that
the household must borrow thus better meet-
ing the needs of lower {ncome households.

Av loans are repaid, a recycling effect is
trestad sllowing wmore loane to be wmade.
Intarevt earned on the loans aleo creates a
wultiplier effect enabling the program to
gradually increass the number of loans that
can be extanded in the community over a
number of years. The rate at which program



funds are wmultiplied will be intimately

‘related to the terms under which the loans

are made,

The direct loan program may be necessary to
serve lower income households and in commu-
nities where financial institutions are
unwilling to participate in a public financ-
ing program. A drawback of a direct loan
(or grant) program are the costs that muat
be incurred by the local program to adminis-
ter it. These costs relecte to technical
assistance, and loan origination and servic-
ing functions. [Reference program: WICHITA
FANSAS (loans for weatherization}.

2.2c., Financial Assistance to Moderate
Income Households
Partial grants to property owaers (interest

reduction grants) and lender subsidies may
be employed by & local program to assist
households that can qualify for sowme amount
of credit from conventirnal sources. The

cooperation of private financial institu-
tions is Trequired to implement these
approaches. These techniques are attractive

due to the following considerations: (1)
simplicity of the techniques; (2) flexibil-
ity of assistance in relation to the proper-
ty owner's needs; (3) immediate impact (in
terms of loans wade) provided through the
leveraging of public funds with orivate
capital; (4) reductions in progrem costs
for administrationd.

Both the interest reduction grant and lender

subsidy woik to reduce the cost of borrowing
as they lower the rate at which funds are
borrowed. The interest reduction grant
relies on a payment from the program to the
borrower to reduce the amount that he or she
has to borrow at market rates from a private
lender. The lender eubsidy depends on a
munthly payment to the lender to cover the
difference between the market rate and the
effective rate chargad to the borrower.
This same purpose may be accomplished by
paying a discount fee to the lender when the
loan ia originated, Thie aum reflecte the
present value of the stream of subsidy pay-
ments that the program would otherwise make
over the iife of the loan. Both financing
techniques can be adjusted to achieve an
interest rate that meets the needs of houve-
holds at various income levels.

The attraction of lenders to such a program
may potentially be high 1if it is adminie-
tered in & way to reduce paperwork and the
attendant costs., Lenders will be able to
obtain # market rate of intereest and employ
their usual undervriting criteria. Partici-
pation {n a local program way aleo precent
the {inancial institution with a weans of
building goodwill in the community. A
potential problem with the program will be
the emall sine of the loans. It is lese

profitable for lenders to make small loans
due to fixed costc attributable to origina-
tion and servicing functions. Another
consideration relates to the term on the
loan. Lenders wili generally bLe reluctant
to provide longer repayment periods on small
loans. This reduces the attraction of the
loan to the consumer as the monthly payment
may be higher than desired. These problems,
though not insurmountable, should te recog-
nized when implementing a leveraging
program,

The attraction of lender osubsidies and
interest reduction grants relates to their
ability to leverasge scarce public funds with
private capital. This enables the local
program to extend s larger number of loans
in the community in a shorter period of time
than under & direct loan program. The
advantages of leveraging rust b considered
in viev of ite limitations., PFunds are
leveraged only once and there is no recy-
cling effect. These techniques are also
much more effective in reducing the cost of
borrowing than improving ite availabilicy.
Subaidies will aot assist persons living in
areas where conventional credit is not
available or those people who do not qualify
for conventional credit. (Reference Pro-
grams: PORTLAND, OREGON (lender subsidies
for weatherization), SEATTLE, WASHINGTON
(UDAG panding) (interest reduction grant))

2.3 TAX EXCEPT FINANCING

2.3a Bonde

The issuance of bonds for s retrofit program
is best done when the commurity desires to
make & subestantial financial commitwent to
energy efficienzy (in excess of oceveral
million doliars). Bonds issued for conser-
vation or solar impinvements will generally
be backed iy the ;ayments that are made to
the locality from borrowers. The wmarketa-
bility of the bund issue will be jwproved
if the local program cen obtain certifica-
tion to extend loan, under the FHA Title 1
Home Improvement Loan Program. The FHA will
relmburse local governnents for up to 902X
of the actual loss experienced on defaulied
loans. The security of the bonde end their
attractiveness to investors will be further
improved {f the locality establishes a
reserve fund based on sume peicentage of the
uninsured portion (10X) of ali the lcane
that the program could poserbly make. This
may prova to be a problem {n states wvhere
loce! govevrnaents are pruventad from lending
their credit.

The Title 1 program is particularly well
suited for the purposes of an enargy retro—
fit program where the loan asmounts will
generally be emall ($1,000-85,000). Title 1
regulations allow loans to Ye made on an



unsecured basis up to $7,500. This works
to simplify program administration leading
to reduced costs as costly appraisals and
title searches ar: avoided., This simplified
lending appro- prove attractive to
private lend~: 4nd encoursge them to orig-
inate and & cvice loans thus reducing
adminj strative burdens on the local program.
This attraction may be further enhanced by
paying them an origination and servicing fee
for tieir participation in the bond program.
Lenders may also be interested in partici-
patiag to buils good will in the community
and to encourage cross over business.

The attractivenessa of the FHA guarantee
should br. considered in light of the
restrictions that it may impose, Conserva-
tive lending standards of the FHA will
generally 1limit bond proceeds to those
households that would be able to qualify for
credit from conventional lenders., The lower
interest rate provided to borrowers under &
governmeu. sponsored bond issue will enable
& greater number of households to qualify
for loans however.

Local govermments should aleo be aware of
potentisl restrictions which may be imposed
under the Ullman Act (HR 3712), The admit-
ted purpose of this legislation was to
reduce the issuance of tax exempt mortage
bonds for home purchase by state and local
governments. The Ullman Act mey ultimately
have implications for any type of owner
financing utiliging bonds which are subsi-
dized by the federal government. (Reference
programs: MINNESOTA HOUSING FINANCE AGENCY,
WISCONSIN HOUSING FINANCE AGENCY (home
improvment loans)]

2.3b. Credit Agreements With Local Lenders

Under this approach, the local govermment
borrows funds from local financial institu-
tions and intermediates the flow of capital
to residents for conservsation and/or solar
loans. Thiv intermediary role enables the
1ncal government to use its tax exempt
ststus to reduce the interest rate charged
on loans to borrowers.

A key considerstion in obtaining the cooper-
ation of private lenders under the credit
agreement is to provide assurance that the
loans which are made will be of a specified
risk level. It may also be necessary for
the locality to establish & cash reserve
fund to provide further protection for the
lender's financial posftion.

The credit agreemant is effective in raising
dollar amounts which would be hard to justi-
fy economically under a bond {ssue. The
credit agreement is also attractive in
situations where the local govermment i»
restricted financially or legslly from
supporting & bond {ssue. Finally, loamns

wade under this approach represent an
excellent example of pure leveraging where
a guarantee fund is used to channel private
capital intu the community, [Reference
programs: PORTLAND, OREGON, Public Interest
Lender Program (for houwe improvemert loans)]

3. PRIVATE SECTOR ROLES

3.1 Banks and Savings and Loan Associations

Banks and Savings and Loans Associations
(StLs) are primary sources of credit for
home improvements. These institutions
should be encouraged to develop and market
financing approaches which provide at least
a psychological if not a real economic
incentive for community residernts to adopt
energy efficient technologies.

A number of lenders across the nation
currently offer special interest rates on
home improvement louns where the proceeds
are used to finance energy improvements.
San Diego Savinge and Loan offers a special
mortgage refinancing package for approved
solar systems (mainly DHW and pool heaters)
which combines the original mortgage with a
loan at the market rate. The new interest
rate on the mortgage increases only slightly
and the monthly payment remaine the same or
shows a small increase as the mortgage term
is extended back to 30 years. The economic
sttraction of tle solar system is enhanced
as vpfront <coets are eliminated and the
manner of financing ensures that its morthly
cost will generally be excoeded by energy
savings. Private financial institutions
can expand the financing rssources of a
local retrofit progrum snd are particularly
appropriate in meeting the needs of middle
and upper middle income households. Private
lenders may also me2t the needs of moderate
income households in many instances. Lend-
ers may use FHA Title 1 insurance to back
loans wmade to borrowers and be aseuie’ that
they will be reimbursed by the federal
government for 90X of the loss in case of
default,

Lender involvement in wsubsidized 1loans
extended under the local program may be
encouraged through reference to the ineti-
tutions responsibilities under the Community
Reinvestment Act (CRA). This legislation
encourages lender perticipation in govern-
mentally guaranteed, insured, or subsidized
loan programs for housing or smal) business-
es. In addition to CRA considerations, S&Ls
will be given an aedditional incentive to
partic'pate in a local program if they
qualify for low cost advances from the
Federal Home L-an Bank Board under the
Community Investment Fund (CI¥). These
advances are premised on a record ot service
to the community and proposals of innovative
lending policies designed to wmeet local



credit needs, particularly those of low and
moderate income ouseholds. These low cosc
funds may poteniially be loaned to community
residents for energy conservation or solar
measures. The lender may choose to pass CIF
savings on to berrowers or use them to
handle administrative costs of the special
loan program.

3.2 Consumer Cooperatives

Cooperatives present an extremely attractive
means of both reducing the costs of energy
efficient technologies to consumers and at
the same time providing ameans of financing
these measures. The cooperative essertially
acts as a broker between members and produc-
ers. Potential advantages accruing to
members include: volume discounts on
materials, in-house quality control, in-
liouse eervicing, & fully amortized repayment
schedule and nominal up front costs.

The establishment of the National Consumer
Cooperative Bank provides a needed funding
source for toth existing and new coopera-
tives to venture into the provision of
energy conservation and/or solsr wmeasures.
the u. ertain fate of the bank at thie time
jeopardizes the financial ability of new or
existing coops to enter the energy field.
Existing coops with strong financial records
and management capabilities will be the most
likely candidates to undertake the instal-
lation and financing of energy efficient
technologies. Program coordinators should
assess the potential of local coops to
assist program objectives, particularly in
low and wmoderate income aress. Prospects
should also be assessed for the forwation
of a local energy coop. Seed wmoney might
be provided from CDBG or UDAG monies.

3.3 Uutilities

The Energy Security Act of 1980 eliminates
prohibitions against the financing, eupply
snd inetallation of energy conservation and
soler eystems by wutilities. This ruling
will probably work to incresse the likeli-
hood of utility financing the wnergy conser-
vation measures und to a lesser extent solar
cystens.

The advantages and disadvantages of utilicy
involvement in financing conservation and
solar weasures have been written about
extensively in other articles. Tha
commitment to financa energy efficient
technologies will revolve sround the parti-
cular ecunomic circumatances of the utility
and decisions made by wtaze PUCe perctaining
o financing. These developments shnould be

vefully monitored by program staff. Ay

active utility financing committment will
greatly assist the local program in encour-
aging the adoption of energy conservation
measures. Financing mechanisms wmay still
be required in many communities to finance
a comprehensive solar program however.

4. CONCLUSIONS

This paper has attempted to provide a brief
overview of potential public financing
mechanisms and incentives for a local retro-
fit program, It has also sepeculated on
possible private sector roles within the
context of a local financing strategy. The
potential financing arrangements described
in this paper, by no muans, represent the
full range of measures that might be feaei-
bly used on & local basis. Instesad, atten-
tion was focused on approaches that rely on
existing community institutions and capaci-
ties. These local resources provide a base
from which a coordinated local financing
program can be built.

A coordinated approach, leveraging pudblic
sector funde with private capital is desir-
able in an era wvhen federal budget coumit-
ments to localities nre likely to decline.
A cooperative approach involving private
organizations also works to improve the
potential effectiveness of the local program
as they have a role in assurir: its success.
In the final! analyris an effective local
retrofit program must be formulated so as
to attract the interest and support of the
entire commnity. The support of potential
private rinancing sources is no less
important.
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